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The State of Michigan has required its residents to pay a use tax on out-of-State purchases,
not subject to the state sales tax, since 1937, yet the use tax is rarely collected from
individuals because purchasers are unaware of the requirement or simply do not pay the tax.
While Michigan retailers are required to collect and pay the sales tax, the State cannot
require out-of-State (remote) sellers to collect Michigan’s use tax. Few mail-order and
internet retailers currently collect Michigan’s and other states’ sales and use taxes voluntarily
because, they claim, conflicting terms in the various state tax statutes make it virtually
impossible to determine how much tax is owed, and to which jurisdictions it is payable. In
2001, Michigan joined a growing number of states seeking to increase their tax collections on
out-of-state purchases, by enacting the “Equitable Sales and Use Tax Administration Act”.
The Act entered Michigan into a multistate sales and use tax agreement to work with other
states in developing a more uniform and simplified system for remote sellers to collect and
remit the taxes.

While Michigan and 35 other states ratified the multistate streamlined sales and use tax
agreement in November 2002, Michigan’'s Act contained a sunset provision that caused
Michigan’s membership in this multistate group to end on December 31, 2002. Further, the
Act did not make any of the amendments to the State’s Use Tax Act and the General Sales
Tax Act that would be necessary for the State to be in compliance with the agreement.
Recently, a series of bills was introduced in the Michigan House of Representatives to enact
the “Streamlined Sales and Use Tax Administration Act” as well as make the numerous
amendments to the use and sales tax codes necessary for Michigan to implement the
agreement. This article summarizes the history of the streamlined sales and use tax issue,
describes the proposed amendments to the Use Tax Act and the General Sales Tax Act, and
looks at their possible impact on the collection of Michigan’s use and sales taxes.

Background

The sales tax is an important source of revenue for the 45 states, along with the District of
Columbia, that collect the tax. Since a number of these states also permit local units of
government to levy the tax, the National Conference of State Legislatures (NCSL) has
reported that there are roughly 7,200 state and local taxing jurisdictions that collect a sales
tax. Nationwide, sales taxes generate about one-third of state and local government
revenue, according to the NCSL.

What is commonly thought of as the sales tax includes both sales and use taxes. In a state
that levies a sales tax, the tax applies to all taxable retail transactions that take place in that
state; however, if the state’s residents purchase goods outside their state, then the use tax
may apply. Each state that has a sales tax has a similar use tax, which must be paid by
buyers who use, consume, or store in-state items that were purchased out-of-state. The use
tax is a necessary companion to the sales tax, because without it, residents could avoid
much of the sales tax by making as many purchases as possible in states that do not collect
a sales tax.
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In Michigan, the sales tax is levied on retailers who make a sale on taxable items to a
customer from an in-State location. Most retailers pass the amount of the tax levy on to their
customers. The sales tax is levied regardless of whether the purchaser is a resident or a
nonresident if the purchaser takes possession of the product at the time of the purchase. In
general, if products are shipped to nonresident purchasers, the seller is not required to
collect the sales tax, but the purchasers are required to pay the use tax in their home state.

If the out-of-state transaction is not for an item, like a car, that must be registered in
Michigan, then it is unlikely that the Michigan Department of Treasury will have a record of
the purchase, and it will not collect the use tax unless it is voluntarily remitted by the
purchaser. Historically, this voluntary compliance by individuals has been very low because
people are unaware the tax exists or they ignore it.

The ability of states to require remote sellers to collect and remit use tax on merchandise
sold to a state’s residents have been restricted since 1967 by two key U.S. Supreme Court
decisions. In 1967, the Court ruled that an lllinois statute requiring an out-of-state mail-order
business to collect and pay use tax on goods purchased for use in lllinois violated the Due
Process Clause of the U.S. Constitution and created an unconstitutional burden on interstate
commerce (National Bellas Hess, Inc. v Department of Revenue of Ill, 386 U.S. 753). In a
subsequent use tax collection case, North Dakota filed an action in state court to require an
out-of-state mail-order house to collect and pay use tax on goods purchased from it for use in
North Dakota. The case eventually went to the U.S. Supreme Court, which affirmed its
earlier ruling in Bellas Hess; holding that, for a state to require a business to collect sales or
use taxes, the business must have a physical presence (nexus) in the state. The Court
found that Congress could legislate a solution because it has the constitutional authority to
regulate commerce among the states (Quill Corp. v Heitkemp, 504 U.S. 298 (1992)).

Originally, the use tax collection problem concerning remote sales dealt primarily with mail
order catalog sales. The inability to collect the use tax was troublesome, but was not critical
to state budgets. In recent years, however, the growth of transactions made over the internet
has substantially increased the incidence of remote sales. There is concern among many of
the 45 states (and the District of Columbia) that levy sales and use taxes that the ever-
increasing volume of purchases over the internet and by mail is seriously eroding sales and
use tax revenue and that this erosion will increase dramatically over time.

In Michigan alone, the Department of Treasury has estimated that the inability to collect the
use tax from out-of-state purchases costs the General Fund and School Aid Fund between
$200 million and $300 million annually. With the State attempting to address a $1 billion
shortfall for the 2004-05 budget, the collection of the use tax on out-of-state sales potentially
could help address this problem by adding to the State's revenue.

Streamlined Sales Tax Project

Organized in 2000, the Streamlined Sales Tax Project is an effort by state governments, with
input from local governments and the private sector, to simplify and modernize sales and use
tax collection and administration. According to an Executive Summary of the Project, 42
states and the District of Columbia are involved in it.
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The mission of the Project is to develop and implement a uniform and simplified sales and
use tax system that will encourage sellers' voluntary compliance with the tax laws. The
Project’'s mission has proven quite daunting, as 34 of the 45 states with sales taxes allow
local sales taxes and 30 states have multiple tax rates. Further, states often treat the same
products differently and have different kinds of exemptions and definitions in their tax laws.

The Project proposes that states change their sales and use tax laws to conform with
simplifications that would apply to all sellers. The simplifications pertain to rates,
exemptions, definitions, and administration, and provide for uniform rules regarding the
“sourcing” of transactions.

The legislation necessary for a state to participate in the Streamlined Sales Tax Project has
two components. The first is the state's adoption of enabling legislation that allows the state
to enter into an agreement with one or more states to simplify and modernize sales and use
tax administration. The second legislative component is amendment of the state's sales and
use tax laws to achieve conformity with the simplifications and uniformity required of the
participating states. The Project refers to this legislation as the "Streamlined Sales and Use
Tax Agreement".

According to the Streamlined Sales Tax Project, on November 12, 2002, 35 states and the
District of Columbia approved the interstate Agreement provisions. As of April 2004, 20
states have enacted all or part of the conforming legislation.

In May 2004, the states participating in the Streamlined Sales Tax Project are expected to
meet and establish a process to certify states that are in compliance with the agreement. If a
certification process is established this spring, participating states could start collecting the
streamlined sales and use taxes on a voluntary basis as early as fall 2004, according to the
NCSL.

In addition to setting up a certification procedure at the meeting, the states are expected to
address administrative issues such as how individual states will determine which agencies
would have the responsibility for collecting the streamlined tax, and to put together requests
for proposals for software packages that could be used by multistate vendors to track their
use tax obligations.

Congressional Implementation

Collection of the sales and use tax on interstate transactions will remain on a strictly
voluntary basis unless and until the U.S. Congress enacts legislation permitting states to
require remote sellers to collect the taxes. The Streamlined Sales and Use Tax Act (S. 1736
and HR 3184) has been introduced in Congress to give those states that comply with the
agreement the authority to require out-of-state sellers to collect their sales and use taxes.

The Federal Act would be consistent with the Bella Hess and Quill decisions, which state that
Congress is the only body with the authority under the U.S. Constitution to determine the
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extent to which states can burden interstate commerce by imposing a duty to collect use
taxes.

While the collection of state streamlined sales and use taxes will be voluntary until Congress
acts, the agreement provides an incentive for businesses to start collecting the tax when it
goes into effect. The agreement contains an amnesty provision under which a seller that has
been voluntarily collecting the tax will not face litigation by a state for unpaid back sales taxes
in the future should the state find that a nexus existed between the seller and the state,
which required the seller to collect the state sales tax.

Michigan’s Streamlined Sales Tax Proposals

In October 2001, then-Governor Engler signed into law the Equitable Sales and Use Tax
Administration Act, which permitted Michigan to enter into the streamlined sales and use tax
agreement. In November 2002, Michigan joined the other states in ratifying the multistate
agreement. Following the repeal of the Equitable Sales and Use Tax Administration Act on
December 31, 2002, Michigan has not been an active participant in the Streamlined Sales
Tax Project, and has not enacted the sales and use tax amendments that would be
necessary to comply with the agreement.

The language of the newly proposed Streamlined Sales and Use Tax Administration Act,
House Bill 5504, appears to mirror closely that of the 2001 Act. According to the bill, "This
act simplifies the sales tax and use tax administration in order to substantially reduce the
burden of tax compliance for all sellers and for all types of commerce.” The bill would allow
the State Treasurer to enter into the streamlined sales and use tax agreement with one or
more states, certify the State’s compliance with the agreement, and take any other action
necessary to participate in the agreement. The Department of Treasury also would be able
to take action reasonably required to implement the Act, including promulgating rules and
procuring goods and services with other states.

The bill would require the appointment of four people to the governing board of the
agreement. The State delegation would include a member or former member of the Senate
or an employee of the Senate or the Senate Fiscal Agency; a member or former member of
the House of Representatives or an employee of the House or the House Fiscal Agency; the
State Treasurer or a designee; and the Governor or a designee. Legislative appointments
would be jointly made by the legislative leaders of both parties.

The delegation would represent the State at all meetings of the board and would vote on the
State’s behalf in certifying service providers (agents performing sellers’' sales and use tax
functions); certifying automated systems (computer software that calculates the tax imposed
by each jurisdiction on a transaction and determines the amount to remit to the appropriate
state); establishing performance standards for multistate sellers; participating in the issue
resolution process; determining compliance of petitioning states; and taking other actions
necessary under the agreement. The delegation would report on a quarterly basis to the
appropriate legislative standing committees on the board’s activities and would recommend
amendments to State statutes necessary to comply with the agreement. In addition, the
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delegation would appoint a business advisory council of up to eight members to consult with
it on streamlined sales and use tax matters.

A seller could participate under the agreement only by registering in the central registration
system provided for by the streamlined sales and use tax agreement. A seller registered
under the agreement would be registered in each of the member states, but sellers also
could register individually with other states. A seller could cancel its registration under the
agreement at any time, but would remain liable for remitting taxes collected to the
appropriate states. By registering, a seller would agree to collect and remit sales and use
taxes for all taxable sales into this State.

A registered seller would have to agree to one of the following models for purposes of
collecting and remitting sales and use taxes under the agreement:

Model 1: The seller uses a certified service provider to act as its agent to perform all of the
seller's sales and use tax collection functions, other than its obligation to remit sales or use
tax on its own purchases.

Model 2: The seller uses a certified automated system to perform part of the seller’'s sales
and use tax collection functions, but retains responsibility for remitting the tax.

Model 3: The seller has sales in at least five member states, has annual sales of $500
million or more, has a proprietary system that calculates the amount of tax due in each taxing
jurisdiction, and has entered into a performance agreement with the member states
establishing a tax performance standard for the seller. For this model, "seller" includes an
affiliated group of sellers using the same proprietary system.

Model 4: Any other system approved by the Department of Treasury.

The bill also would provide for the confidentiality of personally identifiable information.
Proposed Use Tax Amendments

To bring Michigan's Use Tax Act into compliance with the agreement, House Bill 5502 would
make numerous changes to the Act. Many of the changes would be definitional, but the bill
also would eliminate some exemptions, create new exemptions, and make other changes to
the use tax.

Among the definitional changes would be the simplification of such terms as “purchase price”
and “tangible personal property”. The bill also would define “sale”, “alcoholic beverage”,
“computer software”, and “dietary supplement”, along with 13 other new terms.

To comply with the agreement, the bill would add the following to the list of items to be taxed
in the same manner as tangible personal property:

-- The transmission and distribution of water and electricity if the sale is made for
consumption rather than resale.

-- The production costs and indirect costs of a product affixed to real estate that are incident
and necessary for production or manufacturing operations or processes, for a
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manufacturer that affixes its product to real estate and maintains an inventory of its
product that is available for sale to others by publication or price list.

-- The production costs and indirect costs of a product affixed to real estate that are incident
and necessary for production or manufacturing operations or processes, for a
manufacturer that affixes its product to real estate but does not maintain an inventory of its
product that is available for sale to others or make its product available for sale by
publication or price list.

Generally speaking, the bill would allow the sale of telecommunications that are sold on a
call-by-call basis to be sourced to each level of the taxing jurisdiction in which the call
originates or terminates and in which the service address is located. Also, the sale of
telecommunications services on a basis other than a call-by-call basis could be sourced to
the customer’s place of primary use with an option to include the location associated with the
mobile telephone number if the service is for a mobile phone.

The bill would exempt the following from the use tax:

-- Rental receipts from tangible personal property upon which a sales or use tax already has
been paid by the owner in Michigan or if the owner has paid one of the taxes at a 6% rate
in another state.

-- Specific charges for technical support or for adapting or modifying prewritten computer
software programs to a purchaser’'s needs or equipment if those charges are separately
stated and identified.

-- The sale of computer software originally designed for the exclusive use and special needs
of the purchaser.

-- The sale of oxygen and insulin for human use as dispensed pursuant to a prescription.

-- A meal provided free of charge or at a reduced rate to an employee during work hours by
a food service establishment.

-- The sale of diesel fuel to a person who is an interstate motor carrier for use in a qualified
commercial motor vehicle.

The bill would lay out timetables for when the tax should be paid to the Treasury Department
each month, and when a cause of action by a buyer against a seller would accrue; and would
establish record-keeping requirements for sellers subject to the use tax.

Proposed Sales Tax Amendments

The amendments to the General Sales Tax Act proposed by House Bill 5503 begin with a
dramatic simplification of the definition of “sale at retail”. In most ways, however, the
proposed changes to this Act mirror the proposed amendments to the Use Tax Act. The hill
would add the same new terms to the General Sales Tax Act and would modify the sales tax
exemptions to match those in the proposed amendments to the use tax. Additionally, the bill
would amend the definitions of “food and food ingredients”, “prepared food”, and “prepared
food intended for immediate consumption”.
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Tax Revenue Equalization Act

In addition to amending the General Sales Tax and Use Tax Acts, the State must enact a
"Streamlined Sales and Use Tax Revenue Equalization Act" in order to comply with the
multistate streamlined sales and use tax agreement. House Bill 5505 proposes to do that.

The bill is designed to ensure that some exemptions currently enjoyed by some Michigan
businesses and residents would not be eliminated by the proposed definitional changes in
the sales and use tax laws. The taxes and credits are related to interstate motor carriers,
some motor vehicles, and aircraft. The bill also would provide a credit for assessments
added to hotel and motel charges for convention and tourism marketing and development.

The Cost of the Streamlined Sales Tax

According to the Michigan Department of Treasury, if the streamlined sales tax took effect on
July 1, 2004, as proposed in the House bills, the definitional changes and other amendments
to the sales and use tax laws would have two results. The first would be an $18.5 million
decrease in sales tax revenue for the 2004-05 fiscal year. The second would be an increase
in use tax collection that would more than offset the sales tax loss.

The Department estimates that the use tax owed for 2005 will total roughly $264 million,
meaning that the State would need to collect only 7% of the residents’ use tax obligations to
break even. Departmental analysts believe that a 7% collection rate would be reasonable
because Treasury expects that a number of out-of-State vendors would come forward and
voluntarily collect the use tax due to the simplifications and the amnesty provision
incorporated into the multistate streamlined sales tax agreement.
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